The purpose of this research is to evaluate the system "Solvency II" as a tool to achieve financial stability in the insurance industry. 
Introduction
The economic and social importance of insurance is such that the intervention of public authorities, in the form of prudential supervision, is generally accepted to be necessary. Not only do insurers provide protection against future events that may result in a loss, they also channel household savings into the financial markets and into the real economy. The intervention of public authorities has tended to focus on introducing the measures that seek to guarantee the solvency of undertakings or minimise the disruption and loss caused by insolvency (Commission of the European Communities, 2007).
Development of the insurance solvency system
The rationale for EU insurance legislation is to facilitate the development of a Single Market in insurance services, at the same time securing an adequate level of consumer protection. The development of the necessary legislative framework began in the 70's of the 20 th century with the first generation Insurance Directives, but was only completed in the 90's of the 20 th century with the third generation Insurance Directives. The third generation Insurance Directives established the "EU passport system" (single licence) for insurers based on the concept of minimum harmonisation and mutual recognition. The Directives required the Commission to conduct a review of the solvency requirements (Commission of the European Communities, 2007) . The current solvency system of the EU insurance companies has been professionally developed, but for about 30 years the requirements of this system have not been changed significantly. In the new century it became clear that the current solvency system is outdated. In 2002, after the review of the solvency
Method
There are significant differencies between the financial performance of insurance companies and companies in other industries. To fully ensure the interests of policyholders for insurance companies, their financial indicators such as financial stability, guarantee of solvency, capital adequacy, the existance of insurance reserves and funds, as well as organised risk management process have to be taken into consideration.
The definitions of financial stability of an insurance company are summarised in the table (see Table 1 ). The fifth quantitative impact study (QIS5), currently the last QIS, about the solvency capital requirement (SCR) has been made by the Committee of European Insurance and Occupational Pensions Supervisors (CEIOPS). It gave an opportunity to the insurance companies to assess their readiness to execute the new solvency system's requirements (CEIOPS on QIS5 Technical Specifications, 2010) . However, the aim of QIS1 in 2005 was to realise and determine the Minimum Reserve Level that is the level of Technical Reserves for insurers. In 2006, the aim of QIS2 was to determine the structure of standard formula for calculating the solvency capital requirement (SCR). In 2009, there were additional studies -QIS3 and QIS4 (CEIOPS`S Report on its QIS4 for Solvency II, 2008) in order to improve the structure of standard formula. The supervisory committee was improving the parts of standard formula at each stage of the study.
In the 1990s and early 2000s, there were a number of initiatives to reform the regulatory capital requirements of the EU insurers through a series of Insurance Directives. Their aim was to harmonise different capital requirements in different countries. This led to the current framework known as "Solvency I" (Wyman, CEA, 2005) . However, companies and regulators have felt for a while that a more fundamental overhaul of solvency regulation is necessary to improve consistency and achieve a better correlation of the capital requirements to economic risk -similar to the framework for the bank capital "Basel II" (see Figure 1) . Source: modified by the authors (Sandström, A., 2007) This gave birth to the system "Solvency II". In 2004, the European Commission (EC) started a consultation process with CEIOPS to begin designing "Solvency II". Rather than the current system of flat percentage capital requirements, "Solvency II" will employ an array of detailed insurance and market risk stress tests to determine how much capital insurance companies will need to hold. Therefore, capital requirements may vary widely depending on the degree of risk taken by different companies. Insurers will use the market value of assets, but will also calculate an estimated 'fair value' of liabilities -i.e. a philosophy that measures the value of liabilities consistently with traded assets that have a similar cash flow. This dramatically changes the current approach in many European jurisdictions where liabilities are 'fixed' in nature and not marked-tomarket. The new solvency system reflects the true financial position of insurers, as well as increases transparency and confidence in the whole sector. However, risk-based regulatory requirements will ensure a fair balance between the strict protection policy and reasonable costs for insurers (Stanley, Wyman, 2010) .
Method "ELECTRE"
The "ELECTRE" (Elimination Et (and) Choice Translation Realitz) method is essentially applied to the pairwise comparison of two different alternatives. The major purpose of this method is to separate non-perspective alternatives from the whole of the alternatives and select some preferences of non-dominant alternatives relative to each other. The dominance relations are set, as well as compliance preference and non-compliance preference (i.e. concordance preference and discordance preference) of all the target function preferences for each pair of alternatives. On the basis of indices, which describe these preferences, conclusions about the dominance of one alternative relative to another or about inability to establish the fact of domination are made. Due to this, the "ELECTRE" method in literature is known as concordance method. However, there are several types of the "ELECTRE" method, namely "ELECTRE I", "ELECTRE II", "ELECTRE III", "ELECTRE IV", "ELECTRE IS" and "ELECTRE A". Thus, the question is: how to choose the most appropriate and objective method to determine a particular problem? Undoubtedly, each analyst or research maker can use the one that is easier for them. The results objectivity degree does not depend on a particular method.
Results
The most common ratios to assess the solvency of the insurance industry are the following: provision ratio, loss ratio, expense ratio, combined ratio, return on investments and activity ratio (see Table 2 ). A provision ratio above 100% implies that the net technical reserves are greater than the net premiums written. However, the loss ratio is the proportion of claims incurred to premiums earned. There is an excess of 100% in the dynamics of a combined ratio of Latvian and Lithuanian insurers caused by an increase in the loss ratio. It means that there are a large number of claims incurred. In general, this is the reason of an excess of 100% in the dynamics of the activity ratio, which describes the overall activity of insurance companies considering its realised investment policy of Latvian and Lithuanian insurers. In addition, there is a negative return on investments -0.5% in the dynamics of Lithuanian insurers in 2008. The main reason for that is a loss of investments, rather than income. The proportion of an insurer's own funds to technical provisions (see Table 2 ) reflects the level of insurance liabilities coverage with own funds. The value of this ratio must be greater than 0.28, or 0.28%. An excess of 100% in the dynamics of this ratio of Estonian and Latvian insurers means that their own funds fully cover insurance liabilities while free reserves still remain.
Finally, the solvency ratio (see Table 2 However, Lithuanian non-life insurance market develops about at the same pace as Latvian non-life insurance market during the period from 2005 to 2010. Slightly behind them, at a slower pace Estonian non-life insurance market develops.
Non-life insurance of Estonia
After analysing the activity of the biggest non-life insurance undertakings of Estonia for the period from 2008 to 2011 (see Figure 2) , it is worth noting the following: a provision ratio above 100% of AS If Eesti Kindlustus in 2010 implies that the net technical reserves are greater than the net premiums written. Figure 2) means that there is a loss on investments, rather than income.
In general, the financial stability ratios of Estonian non-life insurance undertakings for the period from 2008 to 2011 tend to improve, thus increasing their solvency ratios.
Non-life insurance of Latvia
After analysing the activity of the biggest non-life insurance undertakings of Latvia for the period from 2008 to 2011 (see Table 3 ), it is worth noting that there are large fluctuations in the data of the combined ratio. The increase in the combined ratio is directly related to the increase in the loss ratio that indicates that there are a large number of claims incurred. In general, this is the reason of an excess of 100% in the dynamics of the activity ratio. In addition, there is a negative return on investments -0.3% in the dynamics of BTA Insurance Company SE in 2008. The main reason for that is the loss on investments, rather than income. However, the financial stability ratios of Latvian non-life insurance undertakings for the period from 2008 to 2011 are more stable (see Table 3 ) than the financial stability ratios of Estonian non-life insurance undertakings for the same period (see Figure 2) . They produce better results indicating a greater solvency and the healthy companies.
Further, a research has been conducted using the "ELECTRE I" method (based on the data from year 2011) in order to identify which Latvian insurance companies have an advantage over the other companies listed above (see Table 4, Table 5, Table 6, Table 7 and Appendix).
First of all, the most important indicators of financial stability for an insurance company have been selected applying the "Jury of Executive Opinion" method (see Table 4 ). Table 2 Source: developed by the authors After that, the concordance and discordance indices have been calculated (see Appendix) and the concordance and the discordance matrices have been developed (see Table 5 ). As a result, Boolean matrices of the concordance indices and the discordance indices have been formed (see Table 6 ). Table 6 . Boolean matrix of the concordance indices and Boolean matrix of the discordance indices Source: developed by the authors Finally, the global matrix shown in Table 7 has been obtained by using Table 6 . According to Table 7 , financial stability ratios of BTA (A), Gjensidige (B), Baltikums (D) and ERGO (E) insurance companies are equally stable and do not have significant benefits in the area of solvency, whilst the ratios of Balva insurance company (F) are less stable among six Latvian insurance companies. 
Non-life insurance of Lithuania
After analysing the activity of the biggest non-life insurance undertakings of Lithuania for the period from 2008 to 2011 (see Figure 3) , it is worth noting the following: a provision ratio above 100% of ERGO Insurance SE and Lietuvos draudimas AB in 2009, as well as ERGO Insurance SE in 2010 and UAB BTA draudimas in 2010 and 2011 implies that the net technical reserves are greater than the net premiums written. Furthermore, there is an excess of 100% in the dynamics of a combined ratio of PZU Lietuva UAB and Seesam Lietuva UADB caused by an increase in the loss ratio. It means that there are a large number of claims incurred. In general, this is the reason of an excess of 100% in the dynamics of the activity ratio. However, the financial stability ratios of Lithuanian and Latvian non-life insurance undertakings for the period from 2008 to 2011 have similar dynamics (see Figure 3 and Table 3 ). It means that both Lithuanian and Latvian non-life insurance markets develop at approximately the same pace, producing high results for a greater solvency.
In general, non-life insurance undertakings of three Baltic States have a good growth dynamics and produce indicators that are fairly stable. It allows assuming that they have all chances to get into the new solvency regime with minimal losses.
Discussion
The aim of the "ELECTRE" method is to compare different alternatives in order to separate non-perspective alternatives from the whole of the alternatives and select some preferences of nondominant alternatives relative to each other. It is a simple way to analyse and assess the financial stability ratios of insurance companies identifying more and less stable insurers in industry. However, the "ELECTRE" method, as well as other methods, is not without some subjectivity. The results obtained by applying this method depend on the values of the concordance and discordance matrices. It is the weakest point of the "ELECTRE" method.
The aim of the system "Solvency II", under which capital requirements depend on the degree of risk taken by different companies, is to ensure the financial stability into insurance companies, in order to improve solvency indicators of EU insurers. The system "Solvency II" will result in much greater emphasis if it is placed on sound risk management and robust internal controls. Insurers will be given more freedom -i.e. they will be required to meet sound principles rather than arbitrary rules. Regulatory requirements and industry practice will be aligned and insurers will be rewarded for introducing risk and capital management systems that best fit their needs and overall risk profile. The new regime will also enhance transparency and public disclosure. Insurers, applying best practice, will be further rewarded by investors, market participants and consumers (Commission of the European Communities, 2007) .
The main indirect beneficiaries of "Solvency II" will be policyholders. The new solvency system will promote better risk management, sound pricing and strengthened supervision. It will also increase competition, especially for mass retail lines of business, such as motor and household insurance, putting downward pressure on many insurance prices. It will increase choice by encouraging product innovation and promote further integration of the EU insurance market. However, the alignment of regulatory requirements with economic reality will provide for a better allocation of capital at firm level, at industry level and within the EU economy. This will result in a decrease in the cost of raising capital for the insurance sector and possibly also for the EU economy as a whole, through the role of the insurance industry as an institutional investor. More efficient allocation of risk and capital within the economy will also promote financial stability in the medium to long term (Commission of the European Communities, 2007).
Thus, the hypothesis of this research that the system "Solvency II" will promote insurance companies for financial stability improvements is confirmed.
In addition, financial stability of the insurance companies also depends on the following tools:  internal strategy of an insurance company, that includes a proper organisation of the risk management system and amount of owner's equity;  amount of insurance reserves to meet their obligations under insurance, co-insurance, reinsurance, and mutual insurance contracts, as well as the role and place of actuaries, providing financial stability into insurance companies;  size of customer base that need to expand in case of active strategy chosen by insurance company and reinsurance policy;  reasonable insurance tariff rates and adequate investment policy for insurance reserves and owner's equity;  balanced insurance portfolio. In conclusion, to achieve the state of stability, especially the financial one, each company in its industry has to pay attention to every single step it takes. Each company is like a big machine where everything is connected. When something goes wrong, even a small detail, it changes the quality of work of the entire machine. Hence, to be financially stable means to manage and control a complex of tools that should operate at full capacity for prolonged periods. Table 4 Source: developed by the authors
